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1.
House Energy and Commerce Committee Passes Energy Bill After Marathon

Session

Early Thursday morning, the House Energy and Commerce Committee (“Full Committee”) passed comprehensive energy legislation developed by Chairman Billy Tauzin (R-LA) and Energy and Air Quality Subcommittee (“Subcommittee”) Chairman Joe Barton (R-TX) on a largely party-line vote of 36 to 17.  During the final 15-hour session, Republicans fought off a barrage of amendments from Democrats and offered compromise language to mollify strident opposition from a group of Republicans concerned about the Standard Market Design (“SMD”) regulations currently under consideration at the Federal Energy Regulatory Commission.


Democrats offered a slew of amendments, including proposals from Full Committee Ranking Member John Dingell (D-MI) designed to eliminate the electricity title of the bill in its entirety and replace it with consumer protection provisions, and to include hydropower language from last year’s ultimately unsuccessful energy bill conference that would not give the Commission the authority to override mandatory conditions imposed by other agencies.  Subcommittee Ranking Member Rick Boucher (D-VA) offered two amendments intended to: (1) honor traditional state authority over transmission siting, removing the Commission’s backstop authority; and (2) retain certain federal land agency authority over siting decisions on public lands.  Democrats also sought to strengthen the bill’s language against price-gouging, reinstate limits on energy company subsidiaries that would be relieved by repeal of the Public Utility Holding Company Act of 1935, and impose a 20 percent renewables requirement on domestic electricity production.  Virtually all of these amendments were handily defeated over the course of the Full Committee’s meeting, which lasted two days, with the exception of Boucher’s state siting authority amendment, which was narrowly defeated on a 23-25 vote.  
Republicans also offered, but then withdrew, amendments after Subcommittee Chairman Barton provided assurances that their concerns would be addressed.  For example, Representative Charlie Norwood (R-GA) offered and withdrew an amendment to clarify that the Commission has no jurisdiction over retail electricity.  Representative Heather Wilson (R-NM) also agreed to withhold an amendment that would have expanded the Commission’s authority to impose refund requirements on municipal utilities charging unjust and unreasonable prices.

Initially, the Barton-Tauzin bill included language designed to protect native load by allowing utilities to continue to reserve transmission capacity to serve such load.  This language, however, drew ire from both sides of the aisle -- inspiring both Norwood’s amendment and an amendment from Representative Edward Markey (D-MA) to remove the language, which other members described as placing at a competitive disadvantage those areas of the country that have moved furthest in implementing the Commission’s regional transmission organization (“RTO”) policies.  To address this issue, Barton developed compromise language that essentially exempts from the native load language five regions of the country: the California Independent System Operator Corporation, the Midwest Independent Transmission System Operator, Inc. (“Midwest ISO”), PJM Interconnection, L.L.C. (“PJM”), the New York ISO, and ISO New England.

Tax language to accompany the comprehensive energy legislation is also ready for floor consideration in both the House and Senate.  By a 24-12 vote, the House Ways and Means Committee on Thursday approved H.R. 1531, including $18.7 billion in tax breaks to incent energy production and conservation.  Effective over the next ten years, the bill would provide benefits for fuel cell power plants, marginal oil and gas wells, and residential solar energy systems.  The bill would also extend credits for wind power and closed-loop biomass, and adds open-loop biomass, garbage-burning power plants, and methane fuel plants to the list of eligible credits.  In addition, the bill would accelerate tax depreciation or clarify depreciation for natural gas pipelines and transmission lines, decreasing the recovery period for both from twenty years to fifteen years.  Utilities can recognize gains from a qualifying sale over an eight-year period if the proceeds are invested in new electricity or natural gas assets within four years.  Natural gas gathering lines can be depreciated over seven years.  Unlike its Senate counterpart (S.597), which the Senate Finance Committee passed earlier this week by an 18-2 vote, the House measure does not contain tax incentives for construction of a natural gas pipeline from Alaska.  The Senate bill’s price tag is $15.7 billion, with the largest portion of that amount, $5.46 billion, relating to oil and gas production.  The Senate bill would also increase the credit for wind, biomass, and poultry waste from 1.5 cents to 1.8 cents, and would increase the eligible amount of clean coal generated electricity from 3,500 MW to 4,000 MW.

House Majority Leader Tom Delay (R-TX) has pledged to bring energy legislation to the floor prior to the Spring Recess, which is scheduled to begin on April 11.

The Senate Energy and Natural Resources Committee, led by Senator Pete Domenici (R-NM), is scheduled to begin voting on its version of comprehensive energy legislation on Tuesday, April 8; break for the Spring Recess; and resume its consideration of the bill on 
April 29.  The electricity title of the Senate bill is slated for consideration by the Energy and Natural Resources Committee on April 30.

2.
Wood Says FERC Will Release SMD White Paper This Month

Speaking Tuesday at the National Commission on Energy Policy's "Forum on the Future of Electricity Restructuring," FERC Chairman Pat Wood indicated that by the end of April, FERC will release a white paper on its SMD proposal.


As a result of input from state regulators and policymakers around the country, nine themes have evolved that Wood identified as fairly certain to appear in the SMD white paper.  The themes, outlined below, relate to how regulatory markets should work through RTOs:
· Transmission facilities in an RTO region should be managed by an independent grid operator. 
· There should be a market centered on bilateral contracts, with a slight nod given to native load. 
· There should be a voluntary spot market with transparent prices. 
· There should be uniform terms and conditions for transmission systems. 
· There should be a system of locational price signals for congestion management. 
· There should be a system in place for tradeable firm transmission rights, both physical and financial.  Wood stated that this point is still evolving.
· There should be clear rules for determining market power and market power mitigation - redefined to reflect the California experiences.
· RTOs should engage in the planning process and provide the results to the state(s) in which a particular RTO operates.
· RTOs or regions should engage in the resource adequacy process.  The RTO’s plan should be given to the states for their consideration.


Wood acknowledged that the last two themes have become particular points of contention for some states.  He added, however, that FERC did not intend to provoke that response and that he hopes such resentment will diminish as FERC further addresses the issues.


Wood also stated that the renewed focus on SMD is now possible because FERC addressed high-profile allegations of manipulation in Western energy markets in several orders issued last week.
3.
FERC Sets Rate Hearings on Former Alliance Companies’ Plans to Join PJM

The saga of RTO development in the Midwest garnered a new chapter this week, as the Commission ruled on several matters related to the proposed expansion of PJM.  Among other actions, the Commission approved the transfer of control over American Electric Power Service Corporation’s (“AEP”) and Commonwealth Edison’s (“ComEd”) transmission facilities to PJM, ignored calls to confront a possible jurisdictional challenge posed by a new Virginia law, and set for hearing many rate issues related to AEP’s, ComEd’s, and other companies’ plans to join PJM.


In one order issued on Tuesday, the Commission approved the transfer of AEP’s and ComEd’s transmission facilities to PJM as satisfying the Federal Power Act’s (“FPA”) requirement that such transactions be consistent with the public interest.  The timing of any such transfer remains uncertain, however, particularly with regard to AEP’s transmission facilities.  Because a portion of AEP’s system lies within Virginia, the company is subject to a Virginia law that took effect on Wednesday, prohibiting utilities incumbent to the State from transferring control over their transmission facilities to an RTO prior to July 1, 2004.  The Virginia legislature initially passed the bill in late February, and this week accepted Virginia Governor Mark Warner’s (D) request to make the bill effective immediately upon enactment.


In recent filings to the Commission, several parties -- including the Michigan Public Service Commission; the Public Utilities Commission of Ohio; the Pennsylvania Public Utility Commission; ComEd; and ComEd’s parent company, Exelon Corporation -- characterized the Virginia law as a threat to the Commission’s jurisdiction and RTO policies, and urged the Commission to use its ruling on the proposed expansion of PJM as an opportunity to protect its turf against assaults from states.  The Commission, however, declined this invitation, instead stating only that the filings in question “are validly before the Commission, and we are accepting these filings under the FPA, and are not determining the effect of state law.”


While the Commission approved the transfer of AEP’s and ComEd’s transmission facilities to PJM, it also found that the rates proposed by AEP, ComEd, and the other former Alliance Companies proposing to join PJM “may be unjust, unreasonable, unduly discriminatory or preferential, or otherwise unlawful.”  Based on this finding, the Commission set many issues related to those rates for hearing.  Among others, the issues set for hearing include lost revenues, the proposed Regional Through and Out Rate and Zonal Transitional Adjustment, the use of 2001 as a test year, and each company’s revenue requirement.  The Commission also stated that it will hold that hearing in abeyance so that the parties can pursue a negotiated resolution of the case through settlement judge procedures.


In separate orders, the Commission also set for hearing many issues related to a rate filing that AEP made in December, and rejected a rate reciprocity agreement proposed by Virginia Electric and Power Company, another of the former Alliance Companies planning to join PJM.

4.
Senator Boxer Places Hold on Kelliher Nomination to FERC

President Bush’s nomination of Joseph Kelliher to the Commission encountered another obstacle this week, as Senator Barbara Boxer (D-CA) placed a “hold” on the nomination.


Boxer’s move came in response to the Commission’s recent decision concerning refunds related to California’s energy crisis of 2000 and 2001.  Specifically, Boxer claims that she will not lift the hold on Kelliher’s nomination unless the Commission substantially increases the refunds that it found energy companies owe to the State of California (see March 28th edition of the WER).  Although the Commission’s recent action could nearly double the refunds ordered by an administrative law judge in December, Boxer and other California officials argue that the Commission’s total of approximately $3.3 billion in refunds is insufficient in comparison to the $9 billion that the State claims it is owed.  “I will do all I can to halt this nomination until FERC acts,” Boxer said in a statement.  “Californians have suffered, and they deserve compensation.”  


Boxer becomes at least the third Senate Democrat to place a hold on Kelliher’s nomination.  Shortly after the Senate Energy and Natural Resources Committee approved Kelliher’s candidacy in mid-March, Senators Ron Wyden (D-OR) and Maria Cantwell (D-WA) placed holds on the nomination due to concerns that Kelliher does not fully understand issues critical to Northwest energy consumers.  The holds could at least temporarily block a floor vote on Kelliher’s nomination, although the procedure and the underlying threat of a filibuster can be defeated if 60 Senators agree to proceed with a confirmation vote.

5.
IRS Issues Ruling that Some Over-Recoveries Are Not Taxable Income

On Wednesday, the Internal Revenue Service (“IRS”) issued a new ruling that should resolve a tax dispute that sometimes arises over fuel adjustment clauses.

Utilities typically want to exclude fuel cost over-recoveries from income or to accrue a deduction for the payment back to ratepayers at the time the over-recovery arises.  In three cases dating back to 1994, courts have held that cost over-recoveries can be excluded from taxable income if the utility is obligated by law to return them to ratepayers.  Citing these cases, Revenue Ruling 2003-39 states that over-recoveries in similar fact circumstances will not be taxable.

This development is good news for utilities: instead of litigating the issue any further, the IRS appears to have conceded the matter.  Nonetheless, there are several caveats to this news.

First, the ruling only applies to fuel cost and energy conservation over-recoveries.  Although the principle underlying the ruling should apply to any over-recovery, the ruling does not take that position.

Second, the ruling provides that the no-taxable-income position applies only in circumstances similar to the facts of three cases it lists:  Houston Industries Inc. v. United States, 32 Fed. Cl. 202 (1994); Florida Progress Corp. v. Commissioner, 114 T.C. 587 (2000); and Cinergy Corp. v. United States, Nos. 99-750 T and 00-572 T (Fed. Cl. filed 3/10/03).  In each of these cases, a utility was required to accumulate periodic over-recoveries in a special account.  The balance of the account was used to offset under-recoveries and then to offset customers’ bills.  Sometimes, the applicable regulatory agency would require the utility to distribute the balance directly to customers.

In each case, the court found that the utility was under a legal obligation to return the over-recoveries to ratepayers, and analogized the situation to the treatment of customer deposits in Commissioner v. Indianapolis Power and Light, 493 U.S. 203 (1990).  In that case, the U.S. Supreme Court found that because the customer owned the deposit and had a right to its return, the utility could not be taxed upon receiving it.  In essence, the utility was only a custodian of the funds.  Thus, the ruling would only apply if it was similarly clear that the over-recoveries were required to be paid back to ratepayers.  

Finally, the ruling does not address the deduction issue.  If an over-recovery is included in income (because it fails the “legal obligation to repay” test set forth above), then it becomes critical for the utility to offset that income with a deduction.  The IRS and some courts, however, have interpreted the economic performance rules to prohibit accruing the deduction for such amounts until they are actually made.  This occurrence is typically in a subsequent tax period, creating a mismatch.  It would be helpful if the IRS were to issue a simplified standard or safe harbor that would permit a utility to accrue a deduction for such payments at the time the utility would otherwise be required to take an over-recovery into income.  This approach would eliminate the income/deduction mismatch problem.  In addition, if a utility could deduct the repayment obligation in the same period in which the over-recovery arises, it would not matter whether the over-recovery could be excluded under the test outlined above.
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